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BRIEF OF DEFENDANTS-APPELLEES AND CROSS- 
APPELLANTS STEIN ROE & FARNHAM AND 
HENRY THIELBAR 


This is an appeal from a judgment entered for defen- 
dants after trial in a derivative action brought by share- 
holders of two mutual funds, Stein Roe & Farnham 
Balanced Fund, Ine. (“Balanced Fund”) and Stein Roe & 
Farnham Stock Fund, Ine. (“Stock Fund”), to recover on 
behalf of the funds for what plaintiffs contend was a breach 
of fiduciary duty in defendants’ “artificially maintaining 
the separate existence” of the two funds for the “sole pur- 
pose” of charging the funds higher management fees 
(12A°). 

Defendants cross-appeal from the District Court's failure 
to award them the costs of this action. 


The District Court (Pieree, J.) found after trial to the 
Court that (i) the funds’ board of directors had been at all 


* References to’ A” are to pages of the Joint Appendix. 


times fully informed of both the expenses of each fund 
and the profit to the Adviser derived irom managing ‘he 
funds (192A) and (ii) that each fund’s board of diree- 
tors had, as to its fund, determined independently and 
consistently in the good faith exercise of its business judg- 
ment that the fees and expenses paid to the Adviser were 
fair and reasonable in amount (/d.). (It is a stipulated 
fact in this case that at all relevant times the “outside” 
directors were independent and not “interested” (33A)). 


Plaintiffs do not challenge those findings on appeal. 


The District Court dismissed the complaint, having con- 
cluded that, no matter what legal standard applied, plain- 
tiffs had failed to establish their claims that the fees paid 
to the Adviser by the funds were excessive or that their 
receipt constituted a breach of fiduciary duty.° 


The Questions Presented 


1. Was it error for the District Court to hold that the 
fees paid by the funds to the Adviser--in terms of amount 
as well as manner of calculation—were a matter for de- 
termination by the funds’ boards of directors in the in- 
formed exercise of good faith business judgment? 


2. Was it error for the District Court to hold that the 
plaintiffs had failed to establish that the fees paid by the 
funds to the Adviser were so excessive as to constitute a 
breach of fiduciary duty, where the uncontroverted find- 
ings of fact are 


(i) that the fees charged to the funds are lower than 
many others in the industry, 


* The District Court's opinion is reported at [Current Binder] 
CCH Fed. Sec. L. Rep. § 95,634 (S.D.N.Y., June 22, 1976). 


(ii) that the funds’ investment performance is “de- 
cidedly above average ” 


(iii) the funds’ “fully informed” boards of directors 
“determined independently and consistently that all 
expenses and fees paid to the Adviser are fair and 
reasonable in amount,” and 


(iv) that the funds’ shareholders voted “overwh. ‘m- 
ingly” to approve the advisory contracts even after 
full disclosure of the plaintiffs’ c:aims? 


3. Was it error for the District Court to deny defendants 
the reasonable costs of this action? 


Statement of the Case 


A. The Parties 


Balanced Fund, a Maryland corporation, is a diversified, 
open-end management investment company or “mutual 
fund” registered with the Securities and Exchange Com- 
mission under the Investment Company Act of 19+9 (che 
“Act”) (832A, 187A). Its purpose is to provide its share- 
holders with a complete investment program (DX-DJ).° 
Its assets are invested in a diversified portfolio of bonds, 
preferred stocks and common stocks (32A, 187A). As of 
December 31, 1965 Balance. d Fund had total net assets of 
$114,575,885 (DX-BQ); as of December 31, 1975, its total 
net assets were $137,390,057 (PX-161). 


Stock Fund, a Maryland corporation, is also a diversi- 
fied, open-end management investment company registered 
with the SEC under the Act (32A, 187A). It was organized 
in 1958, nine vears after the Balanced Fund, to offer in- 


* References to “DX- " and “PX- "are, respectively, to 
defendants’ exhibits and plaintiffs’ exhibits introduced at trial. 


vestors a fund which would invest its assets primarily in 
common stocks (32.A, 187.4; DX-DJ). As of December 31, 
1962 Stock Fund had total net assets of $67,375,832 (1yN- 
CA): as of December 31, 1975 the total net assets were 
$163,228,496 (PX-145). 

Each fund is a ne-load fund. 


Stein Roe & Farnham (the *Adviser”), 2” Tlinois limited 
partnership, is engaged exclusively in inve:ticent counsel- 


ing (70A, 188A). The Adviser serves each fund pur- 
suant to a separate investment advisory contract which is 
reviewed annually by each fund's board of directors. Tt is 
the investrnent adviser and manager for the funds: it makes 
investment “id reinvestment decisions with respect to each 
fund's portfolio, subject to the overall control of each 
fund's board of directors, and manages the business and 
operations of cach fund (188A). The Adviser aiso furnishes 
office space and extensive clerical and bookkeeping services 
to the funds (/d.). 

The Adviser also performs investment adv ry services 
for numerous individual and institutional chents. Total 
portfolio assets managed by the Adviser, incliding the 
funds, are approximately $4 billion (71A, ISSA). Thus, 
Balanced and Stock Funds, with combined assety of ap- 


proximately $300 million, comprise roughly 7.5% of the 
assets managed by the Adviser (71A-S1A, SA, 188.4). 


* A “no-load” a mutual fund in which a purchasing 
holder pays no sales charge (“load ) in connection w ! 
investment. Thus.-th> fall amount paid by the investor is in- 
vested ins! tr vand without any deduction for co 1sston 
or other sales charges. By contrast, in an ordinary fund the 
investor pays a sales c nmission of approximately O°; on his 
purchase of fund share- his net investment is reduced by the 
amount of the load (OOA-O1TA} 

Section 10(d) of the Investment Company Act details the 
statutory scheme for a type of “no-load” fund. 15 U.S.C. § 80a- 


10(d). 


Henry Thielbar is a partner of the Adviser, a director 
of Stock Fund and on officer of Balanced Fund. 


B. History and Objectives of the Two Funds 

Balanced Fund was organized by the Adviser in 1949 
to provide investors whose assets did not warrant the 
costs associated with individual portfolio management the 
opportunity to own shares of a professionally managed, 
diversified seeurities portfolio (S4A-85A, 180A). Balanced 
Fund offers to its shareholders a balanced investment 
program; in the past ten years, hetween 65% and 75% of 


? 


Balanced Fund’s assets were in common stocks; the remain- 
ing assets were fixed-income securities (SSA). Common 
stocks with long term growth possibilities are selected 
for Balaneed Fund, while, with respect to the bond por- 


tion of the fund's portfolio, emphasis is placed on acquir- 
ing high quality, non-speculative issues (189A; DX-BZ 
(p. 2)). As the fund's Presidert testified: 


“To me it means that there is less risk to the 
owner of shares in a Balanced Fund than the risk 
of owning an all Stock Fund, because while bonds 
and other fixed income securities may fluctuate in 
value with changes in interest rates, their fluctua- 
tions are generally much less than the stock market, 
particularly as we witnessed in the last few years” 
(SSA). 


Stock Fund was organized in 1958 for investors who 
enjoy adequate fixed-income security from, for example, 
life insurance programs, aunuities, pensions or social 
security benefits and who therefore already have a measure 
of protection in periods of recession and market cecline 
(R5A-86A, 1894-1904). Stock Fund is therefore almost 
fully invested in common stocks except when reserves of 
cash are held pending reinvestment or are deemed advisable 
to guard against extraordinary situations (S6A, 189A- 


1904). Common stocks are selected which, in the Adviser's 
opinion, have long-term appreciation possibilities (ISOA- 
1O0A). 


Because the criterion for selecting common stocks for 
the two funds is identical, that ix, long-term appreciation 
potential, it is not surprising (indeed, one would expect 
it to be the ease) that the common stock portfolios of the 
funds are substentially the same (S8A-S9A, LN0A-1STA).* 


C. Performance of the Fu..as 


The uncontroverted evidence demonstrated and the Dis- 
trict Court found that the investment performance of the 
two funds has always been “decidedly abo. average” 
(94A-96A, 190A). For example, reference to Wiesen- 
berger's Mutual Fuad Performance Monthly (April 1905) 
demonstrates that the funds’ investment performances have 
placed both in the top half of all mutual funds reported, 
whether the comparison is over a period of ten years, five 
years, one year or the year-to-date (DX-CY). 


D. Expenses of the Funds 

Pursuant to the investment advisory agreements between 
each fund and the Adviser, each fund pays a management 
fee to the Adviser of 1-2 of 1% of the first $100 million 
of average net asset value plus 2/5 of 1% of average net 
asset value in excess of $100 million (189A; DX-DL, 
DX-DM). 

A mutual fund's “expense ratio,” the ratio of the fund's 
total expenses (management fee plus the other expenses 


paid by the funds) to total net assets, is a generally ac- 


* The SEC stated. in its landmark report to Congress on mutual 
funds: ‘Although the various funds in a single complex usually 
have somewhat different investment objectives, their portfohos 
often overlap to a substantial extent.” Report of the SEC on the 
Public Policy Implications of Investinent Company Growth, H.R. 


Rep. No. 2337, 89th Cong., 2d Sess. 108 (1966). 


cepted measure of a fund's expense performance (77.A- 
T9A). Report of the SEC on the Public Policy Implica- 
tions of Investment Company Growth, supra page 6n, at 
07-100, Both Balanced Fund’s and Stock Fund's expense 
ratios are, and have been for many years, among the lowest 
in the industry (79.4). 


Not only are the expenses of each fund well below the 
level prevailing in the industry, but, in addition, in con- 
trast to much of the industry, the Balanced and Stock 
Funds are “no-load’—i.e., the Adviser receives no sales 
charge or conimission on the sale of shares to an investor 
(ISSA: see discussion supra, p. $2). 


E. Approval of the Management Fee by the 
Boards of Directors 


There are eleven Balanced Fund directors and twelve 
Stock Fund directors. Each board ineludes three ‘“out- 
side’* directors who are not “affiliated” with the adviser 
nor “interested persons” within the meaning of Sections 
2¢02)(3) and 2(a)(19) of the Act, 16 U.S.C. $S SOa-2(a)(3), 
->(a)(19). The same three outside directors serve on the 
boards of both funds; two of them testified at the trial 
(ISSA).** As previously noted, the independence of all 
three is conceded (334). 


* The Investment Company Act requires that one member of a 
no-load fund's board of directors not be an “interested person” 
as defined by Section 2(a)(19) of the Act. Section 10(d), 15 
U.S.C. §80a-10(d). The boards of Balanced Fund and Stock 
Fund nevertheless each have three such “disinterested” mem- 
bers. 


The present disinterested directors are: R. Douglass Cooper, 
President of R. Cooper, Jr.. Inc., an independent distributor of 
Westinghouse Electric Corporation products; Lemuel B. Hunter, 
a private investor active in civic affairs. formerly a Vice-Presi- 
dent of Inland Steel Company: and John Jeuck, Robert Law 
Professor of Business Administration, Graduate School of Busi- 
ness, University of Chicago (Q93A-94A, TI2ZA-1I3A, 133A). 
Each has served on the boards of both funds sinte 1969. 


As the Distriet Court found, the two independent diree 
tors who testified at trial understood that they had a 
particular statutory duty annually to review and pass upon 
the management contract between the Adviser and each 
fund (1IGA-117A, ISTA-138A, 193A). Section 15(e) of the 
Aet stipulates that a majority of the independent directors 
of an investment company must approve the management 
contract in order for the board’s vote of approval to be 
effective. 


The Distriet Court found that each fund’s board of direc- 
tors has been at all times “fully informed” of the expenses 
of each fund and ef the profit or loss of the Adviser derived 
from managing the funds (116A-117A, 136A-137A, 192A- 
193A). It is self-evident that the directors of the funds 
were aware, as anyone would be, that had the two funds’ 
assets been aggregated for purposes of fee calculation, and 
had the fee formula not been changed, the total fees paid 
by the funds would have been reduced (124A, 1 0A). 


The disinterested directors of Balanced Fund and Stock 
Fund, with full knowledge of the facts, have regularly ap- 
proved, unanimously, the investment advisory agreemeuts 


(96A, 193A). 


The judgment of each fund’s board of directors that the 
fees paid by its fund to the Adviser, and all other expenses 
paid by the fund pursuant to the investment advisory 
agreement, were reasonable in amount was based on their 
review of detailed documentation of each fund's perform- 
ance, operations and expenses (192A-193A; sce discussiun, 
infra pp. 14-17). 

The boards of directors each receive annually a detailed 


“fund expense study” prepared by the Adviser (97A, 1LOA, 
137A: DX-CK through DX-CX inclusive). The expense 


studies contain, for the year under study and for the four 


previous years, the following information: gross manage- 
ment fees reeeived by the Adviser from the fund under 
study: expenses, direct and allocated, ineurred by the Ad- 
viser: net income of the Adviser from management of the 
fund, before and after taxes; net income of the Adviser 
expressed as a percentage of the fund's net assets and also 
of the gross management fees; and the actual amounts of 
management fees paid by the fund expressed as a per- 
centage of its net assets. The expense studies are reviewed 
by an outside accounting firm and the accountants’ opinion 
letter is distributed as part of each study. Finally, an- 
nexed to the studies is a schedule showing the expense 
ratios of the larger no-load mutual funds (9TA-9SA). 


The boards of directors also receive quarterly reports of 
the funds’ portfolio holdings (100A). 


F. Approval of the Management Fee by 

Vote of the Shareholders 

In addition to the regular review and approvals by the 
boards of directors, the shareholders of both funds have 
approved the investment advisory contracts on two occa- 
sions during the period in question—the Stock Fund share- 
holders in 1968 and 1972 and the Balanced Fund share- 
holders in 1969 and 1972 (DX-A, DX-B, DX-C, DX-D). 

The overwhelming shareholder votes of approval at the 
1972 meetings take on added significance in view of their 
occurrence after full disclosure to all shareholders of this 
litigation and plaintiffs’ claims. Because plaintiffs com- 
menced this action after proxy materials for the 1972 meet- 
ings had been mailed, a supplemental notice was sent to 
all shareholders of both funds which, as plaintiffs concede, 
“fairly summarized” the complaint (DX-DN). Although a 
proxy card was enclosed for shareholders who wished to 


change their votes, approval of the investment advisory 
contracts was nevertheless “overwhelming” (1!4A). 
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ARGUMENT 


Summary of Argument 


Plaintiffs contend that beeause of the substantial identity 
between the common stock portion of Balanced Fund's 
portfolio and the portfolio of the Stock Fund, the directors 
and the Adviser breached their fiduciary duties to each 
fund's shareholders by not calculating the management fee 
on the aggregated assets of both Funds. 


Plaintiffs’ theory is an exaltation of form over substance, 
as plaintiffs seem so candidly to concede by the statement 
in their brief (p. 28) that they do not challenge 


“the rate or dollar amount of the fee, because rates 
and amounts are subjects of bargaining, ‘a matter of 
judgment on the part of the persons who pay for 
them’.” 


Plaintiffs’ contention finds no support in any judicial deci- 


sion, ageney action or statute. 


Sometimes posing their argument under the rubrie of a 
“double charge,” plaintiffs seek to obscure or ignore the 
legal issues determined by the District Court: 


(i) did the independent directors condone “gross 
misconduct or gross abuse of trust” (former Section 
36, if applicable, of the Tnvestment Company Act of 
1940, as amended, 15 U.S.C. ££ 80a-1, et seq.) i. or, 


(ii) did they authorize or permit willful conversion 
or embezzlement (Section 37 of the Act) ?, or, 


(iii) were they guilty of “personal misconduct” in 
permitting the Adviser to charge the management fees 
(Section 36(a) of the Act) ?, or, 
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(iv) did they, after June 14, 1972, breach their See- 
tion 30(b) fiduciary duty in determining that the 
nianagement fee paid by each fund was reasonable?, or, 

(v) did they breach some common law fiduciary 
duty ?* 


Defendants submit that no matter what the legal standard 
by which the defendants are judged, no matter what pro- 
visions of the Investment Co:mpany Act may be applicable 
and no matter what body of common law is applied to the 
case, the answer is the same: there is not a shred of evi- 
dence in the trial record that any defendant breached any 
duis to anyone. 


The uncontradicted evidence reflects the common sense 
facet that what the outside directors considered, each year, 
was the fairness and reasonableness of the total dollar 
amount of the fee paid by each fund, bearing in mind the 
value and quality of the serviees rendered, the funds’ in- 
vestment performance and expense ratio and the com- 
petence and integrity of the Adviser's personnel. 


Defendants contend that it was error for the District 
Court to deny them their statutory costs. 


Plaintiffs’ Contentions Obscure The Only Issue— 
The Reasonableness, In Dollar Amount, Of The Fees. 


The essence of plaintiffs’ contentions is that the Ad- 
viser and the funds’ directors had a duty to merge Balanced 
Fund and Stock Fund, or at least to aggregate their assets 
for purposes of computing the fee, in order to avoid what 


* Annexed as Appendix A to this brief are the following sections 
of the Investment Company Act: former Section 36, present 
Sections 36/a), 36(b), and 37. 
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plaintiffs term the “unjust enrichment” arising out of the 
separate imposition of the higher 0.0% fee rate on the 
first $100 million of each fund’s net asset value. 


By their reiteration of the argument that the Adviser 
“charges twice for the same service,” plaintiffs obseure 
the fact that what they are really seeking is simply a reduc- 
tion of $100,000 annually in the amount of total fees re- 
ceived by the Adviser from Balanced and Stoek Funds.® 
Plaintiffs fail to comprehend that the manner of fee com- 
putation is not at all relevant; what is relevant here is 
whether the end result of the fee computation—the dollar 
amount of the fee—is so unreasonable that no director, in 
the good faith exereise of his informed business judgment, 
could approve it without breaching his fiduciary duty. 
Plaintiffs also fail to comprehend that had any formula 
vielded a fee which was so low that the Adviser could not 
continue to perform its duties at a reasonable profit, it 
would have been the cbligation of the directors of each 
fund to act in the long-term best interests of the fund and 
change the formula to yield an appropriate fee (See 120.4- 
121A, 140A-141A). 


Stressing that there is substantial and wholly under- 
standable similarity between the portfolio of the Stock 
Fund and the common stock component of the Balanced 
Fund portfolio, plaintiff leapfrogs to the conclusion that 
to the extent both funds hold the same stocks, the Adviser 
is unlawfully charging twice for the same service. How- 
ever, the ec itracts between the funds and the Adviser do 


not 


tneasure the Adviser’s compensation by the number of 


* A $100,000 reduction woul 
f te is applied to only $100,000,000 of tt 
S200, 000,000 and the O4°° rate apphed to the remamedet 
157 —0.407 5 x €$100,000,000) = (0 162 ex 00,000,000 ; = 
$100,000]. 
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portfolio holdings, the velocity of portfolio transactions 
or a numerical count of the Adviser's investment decisions. 
The Adviser is not paid for individual investment decisions, 
but rather for the totality of its services—the management 
and administration of two separate funds having different 
investment objectives. As the reeord demonstrates, there 
is much more to the management of an investment com- 
pany than the making of individual investment decisions 
(74A-76A; DX-BE, DX-BN). 


The adviser manages investment accounts totalling ap- 
proximately #4 billion in assets; the two funds comprise a 
relatively small part of its business (71A-72A, 9SA; PX- 
149, PX-161). The Adviser makes substantially the same 
investment decisions for all of its chents whose invest- 
ment objectives include the purehase of common stocks 
with long-term appreciation potential (S.A). 


If plaintiffs’ arguments had any validity, all but the first 
client to receive the benefits of any particular investment 
decision would be entitled to receive it for nothing or at a 
reduced rate. Put another way, plainuffs would have the law 
require that since the Stock Fund was net organized until 
nine years after the formation of the Balanced Fund, the 
Stock Fund was entitled to the services of the Adviser at a 
fee no larger than the additional incremental cost to the 
Adviser of managing a second investment company. Merely 
to state plaintiffs’ position is to recognize its manifest 
absurdity. 

In any event, plaintiffs’ argument founders upon the 
terms of the two investment advisory contracts, which 
provide explicitly that the services of the Adviser to each 


fund are vof to be deemed exclusive. Thus, paragraph 6 of 


each contract provides as follows: 


“6. The services of Manager to Fund hereunder 


are not to be deemed exclusive, and Manager shall 
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be free to render similar services to others so long 
us its services hereunder are not impaired thereby” 


(DX-BE, DN-BN). 


At the eore of plaintiffs’ case is the premise that if the 
assets of the two funds were aggregated for purposes of 
fee caleulation, the fee formula specified in the two con- 
tracts would remain the same. The evidence demonstrates, 
and the Distriet Court found, that the premise is false 
(LOSA-LOFA, 120A, 1404-1414). 


Il. 


Uncontroverted Evidence Demonstrates That Both 
Funds Are Efficiently And Competently Managed At 
A Cost Well Below The Industry Average. 


The trial reeord demonstrates that both funds receive 
above-average service from the Adviser for below-average 
cost, all under the watchful eyes of three independent diree- 
tors who are kept fully informed about every material 
aspect of the funds’ operation. Plaintiffs, who devoted 
singleminded attention to the similarity in the funds’ com- 


mon stock holdings, offered no evidence to the contrary. 


To summarize some of the more significant aspects of the 
funds’ operation and performance: First, the funds’ ex- 
penses of operation and administration are among the 
lowest in the industry (77A-79A: see the last pages 
of the Balaneed Fund expense studies for expense ratio 
datas DRACK tas of 123146), DX-CL (12 St 7), DX: 
CM €12 31-68). DN-EN (7231769), DX-CO (630/71), 
DACP (12°40 T1),.DX-CO. 12 Ht 72), DACR. 41S 3h- 
73): sec also DN-CZ and DX-DA). 

Second, shareholders pay no sales commission er “load” 
when making purchases or redemptions of fund shares, and 
the Adviser receives no compensation for the sale of fund 


shares (MOA-92A). The typical load fund, by contrast, 


1) 


charges a sales charge of 7% to 4° ona purchase of modest 
size (91A).° 


Third, as the District Court found, “the investment per- 
formance of each Fund has always been decidedly 
above average when compared to that prevalent in the 
industry” (Q6A, 190A), Whether the comparison is over 
a period of ten years, five years, one year or year-to- 
date, the Mutual Fund Performance Monthly (April 1975) 
shows that both funds have performed in the top half of 
all mutual funds reported (DX-CY (pp. 14-15); 964). 


Fourth, the Adviser has not reaped unreasonable profits 
by virtue of its management of the funds. The table ap- 
pearing on the next page, which consolidates data from 
the expense studies (DX-CK through DX-CX inclusive), 
shows that the Adviser’s net income, expressed as a per- 
centage of gross fee, has averaged 13.40% for the Balanced 
Fund, 6.556. for the Stock Fund. It borders on the absurd 
to suggest that in permitting such levels of reward, the 
directors violated their fiduciary duty to the shareholders. 


Fifth, the method of computing the management fees 
which plaintiffs attack» parate applieation of a fee for- 
mula to ench of several funds in a fund complex—is shown 
by the evidence and was found by the District Court to 
be quite common in the mutual fund industry. Eleven of 
the IS largest mutual fund complexes ealeulate the man- 
ee separately on each fund (DX-DB). More 
:. at least four of the complexes which do agzre- 


agement 


. 
i 
importantl 


2, } 


vestors. | fir . Woods’ many as 
the average size of loads: “Rare he basic load less than 7. 
percent of the total price that t it has no 
exceeded 9 percent” Report of tite =t hic Poitey 
lasplications of Investinent Company Growth supra page On, at 
204. The report also notes that the “overwhelming majority” of 
mutual funds are load funds. /d 


? 


1b 
Summary of Expense Stupy Data 1966-1975 


Income Net Income 
Year Gross Fees Expenses Income After Tax (% of Fees) 
Fo Li senli ped SL Lab Ae clad fiber Sabb acta Pi inti RECESS SSN See 


1966 2... $548,219 $304,083 #148536 S$ S3705 15.4% 
293,062 274,964 18,098 14,116 4.8 
1967 .... 633,499 468,838 164,661 92,124 14.5 
368,121 336,165 31,056 23,117 6.3 
1968 .... 737,593 533,282 204,311 108,585 14.0 
476,314 421 028 D4.386 32,820 6.9 
1969 .... 767,363 934,830 202,533 101,161 13.2 
571,863 572,745 (S82 (S82 2) 
1970 .... 674,012 S684 87,028 50,205 7.4 
553,324 552,605 719 ob 0.1 
i 7 Geer 779,378 941,054 238,324 125,492 16.1 
686,536 573,063 113,473 63,166 9.9 
1972 e202; SOS S11 ATH, 102 322,649 167.987 18.6 
844,095 617,486 226,600 110,644 14.2 
1973. .... 829,773 686,077 261,696 137,159 16.5 
$30,120 622,695 207,425 110,067 13.3 
1974 .... 626,235 539,500 86,735 49,819 7.95 
652,173 625,173 27,110 P0054 3.07 
1975 .... 653,310 ot, 189 108,121 67.495 10.33 
(est.) 741,233 Hov,0Ll+ 89,209 58,054 7.83 
Averages 13.40 
6.55 


Key 


Balanced Fund data appears on the first line of each entry; 
Stock Fund, on the second 


ivi 


gate assets for fee calculation purposes charge substan- 
tially higher rates of management fee than does the Ad- 
viser here. Thus, if the assets of the funds were agcregated 
for fee calculation purposes and if the fee formula was at 
the level prevailing in the industry, the funds would pay 
more rather than less (SLA-S4A)." 


Sicth, as the Distriet Court °-und, “the directors of each 
Fund have at all times been fuity informed of the expenses 
of eech Fund as wellas of the profit to the Adviser derived 
from managing each Fund” (1l92A-193A). That finding is 


not challe: mn appeal. 


The um .. erted evidence proves these funds to be 
nexpeusively, efficiently, and effectively managed by com- 
petent people. Thus the only issue is Whether, solely he- 
cause of the substantial identity of the common stocks held 
hy Balanced Fund and Stock Fund, the direetors and the 
Adviser, knowing of this substantial identity, breached 
sole duty owed the fund:’ shareholders by not enleulating 


. 


the management fees on the funds’ aggregated assets. As 


the District Court found, there is no such duty. 


: : 
disregard the telling evidence conc 


1 complexes which 


“CaAtine 


1 


sister funds mans hy a cor 


pre are not only managed in 


i Ss 


one fund, but also have practically twin portiol: 
tiffs’ Brief, 


somewhat 


overlap to a substantial exten 


II. 
The Law Ir:poses No Duty To Aggregate. 


Plaintiffs purported to base this action on the alleged 
violation of at least six separate sections® of the Invest- 
ment Company Aet and Investment Advisers Act. The 
Distriet Court correctly held that, as to each, plaintiffs 


totally failed to carry the burden of proot. 


A. The Statutory Sectio.s 


(1) Former Section 36 of the Act—~“‘gross 
misconduct” or “gross abuse of trust” 


In a Supplemental Pre-Trial Order, plaintitfs for the 
first time cudicated a reliance on former Seetion 386 of the 
Investment Company Act, which was superseded effective 
December 14, 1070 by the 1970 amendments to the Act. 
S4 Stat. 1428. Even if plaintiffs could rely on that re- 
pealed section, they have not begun to meet its burden of 
proof, Section 36, before its amendment ia 1970, authorized 
the SEC** to bring an retion in the federal-courts to eajoin 
“ross misconduct or gross abuse of trust.” By no stretch 
of the imagination heve plaintiffs showr any “gross ny) s- 


conduet or gross abuse of trust.” 


eet eee 
* Plaintitis rely on 
Amendment]. 3062), 
Aet $8 2Co and 
Sections 206 ; 
“fraudulent practic 
record cannot support any 


36 expheitiy empowered only 


iitual 


right of act 
(i). Del 
(SDNY 


Ve 
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(2) Section 3€(a) of the Act—‘“breach of fidu- 
ciary duty involving personal misconduct” 

When it amended Section 36 in 1970, Congress did two 
things. First, in Section 36(a) it authorized the SEC to 
bring suit against certain investment company affihates 
if they have engaged in “any act or practice constituting 
a breaen of fiduciary duty involving personal misconduet,” 
thus easing the burden of proof in suits by the SEC. 15 
U.S.C. § 80a-35(a). Second, in Section 36(b) Congress eX- 
pressly created a new but limited private right of action 
for “breach of fiduciary duty in respect of” compensation 
paid by an investment company to its investment adviser 
and affiliated persons. 15 U.S.C. § $0a-35(b). 

Asa result. we submit, there is no private right of action 
under Seetion 36(a). In making explieit the right of in- 


dividuals to proceed under Section 36(b), Congress elimi- 


nated any justification for an implied right of action under 
Section 36(a).* Two District Courts in the Southern Dis- 
trict of New York have held exactly that: “Section 36(a), 
however, authorizes an action by the SEC. not by private 
odadualn’? Akeniet x Cortera F oupp: 334, 342 


e 1970 amendm 


ivate actions ond 1 
lication. There is no ionge! 
+ of action into Section 36+ 


he clez 


« 1970 amend 
section 

provides for an equital 1 

does section ul 

vides for: 


tion toa 


ct 
Sess. 16 (106! 
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(S.D.N.Y. 1974). The District Court in this action agreed 
(194A). 

However, assuming arguendo the existence of a private 
right of action under Section 36(a), even a proved breach 
of fiduciary duty would not, without more, create hability 
under Scetior 36(a). The explicit language of Section 36(a) 
requires more. 

The central. distinguishing feature between Seetion 36(a) 
and Section 30(b) is the requirement that “personal mis- 
conduct” be proved in any action predicated on Section 
36(a). Furthermore, the legislative history makes clear 
that the section 

“is intended to deal ohly with such violations com- 
mitted by individuals. Tt is not intended to provide > 
a basis for the Conimission toe undertake a general 
revision of the practices or structures of the invest- 
ment eompany industry ” S. Rep. No. 1-184, O1st 
Cong. Ist Sess. 36 (1969); HE R. Rep. No. 91-1382, 
91st Cong., 2d Sess. 37 (1070). A 


As the District Court found, there is nothing in. the trial 
record which could conceivably support a finding that any 


individual was guilty of “personal misconduct.” 


(3) Section 37 of tie Act—“ willful conversion 
or embezzlement” 


Plaintiffs also purport to base this action on Seetion 37 
of the Act.* which makes unlawful the willful conversion or 


peers see eee 

* The Supplemental Pre-Trial Order (317A) lists Section 37 

as one basis for Count 1. covering the peried prior to June 14, 

1972, the date on which Section 36(b) became effective. Pub. L. 

No. 91-547. § 30(4). 84 Stat. 1436. At trial, plaintiffs’ counsel 

corrected an obvious error in the Supplemental Pre-Trial Order 

hy stating that Count 3, which also covered the period prior to 

June 14, 1972. was also based on Section 37, rather than on 
Section 36(b) CL35A). 


embezzlement of assets of an investment company and 
upon Brown v. Bullock, 204 F.2d 415 (2d Cir, 161), which 
held that Section = Wi he fore the 1970 dine nedine wis to the 
Act, authorized a private right of action. That case is no 
longer applicable, for now that Section B6Cb) expressly 
authorizes a carefully cireumseribed private right of netion, 
Congress could not have intended the impheation by the 
courts of a broader private right of action wider Seetion 
St: Nee alte Chi, Stanips Vv. Manor Drug Stores, 42] Us. 


72d, 100 nis: (2219). 


In any event, nothing in the record of this trial could 


conceivably support a finding that any defendant) was 


i] or “embezzlement” of fund 


of “willful conversion’ 
Plaintiffs’ reliance upon Section 37 of the Tnvest- 
ment Company Act is frivolous. 


(4) Section 36(b) of the Act—“‘breach of 
fiduciary duty” 


The legislative history of Section 36(b).° makes clear 
that Congress, while creating a private right of action in 
Section 36(b), did not intend to displace the business Judg- 
ment of fund directers with respect to Msagement fees, 


* This Section is effective only afte 
> > > ~ + we 

8 30(4), 84 Stat. 1456. 
A; .< +h + ~ |) 

Land the directors kne\ 


atten pr ia 


damaq 


investment 
> merce , 
1 preces ot 
1 Fa ~ . ae 
before the Congress in recen Memo- 
randum of th “Co and S. 2224 to the Committee 


soreion Commerce 
reign Commerc 


The Senate report states it clearly: “This section ix not 
intended to authorize w court to substitute its business 
judgment for that of the mutual fund's board ef directors 
in the area of management fees.” S. Rep. No. 91-184, 1st 
Cong., Ist Sess. 6 (1969), The ultimate question before the 
District Court was, therefore, whether plaintiffs had proved 
that defendants violated their Section 36(b) fiduciary duty. 
The District Court found that plaintiffs made no such show- 
ing and those findings are amply supported by the trial 
record. 


B. The Directors’ Reasoned and Independent 
Business Judgment is Controlling 


The District Court feucd that the plaintiffs had failed to 
establish any violation bs @<fendants of their fiduciary 
duties and that, therefore, tneme was no reason to set aside 
the directors’ informed business judgment.* Several fac- 
tors sustain this determination. 


Initially, plaintiffs can hardly he said to have proved a 
breach of fiduciary duty with respect to the fees paid to 
the Adviser when the furds’ fees and expense ratios rank 
among the lowest in the industry. In determining whether 


a breach has occurred, the courts are to conduct precisely 
the comparative examination of industry practice which is 
undertaken periodically by these funds’ directors. The 


Senate Report states that, in deciding whether the econo- 
mies of scale have been properly shared with investors, 


* The District Court ouuted Mr. Justice Brandeis for the general 
rule that 


“Courts interfere seldom te control such [directors’ business 
judgment] discretion intra vires the corporation except where 
the directors are guiltv of misconduct equal to a breach of trust 

’ Um.ed Copper Securities Co. v. Amalgamated Copper 


Co, 244.5. 261, 263-64 (1917). 


“the best industry practice will provide a guide.” S. Rep 
No. OL-1S4, Obst Cong, Ist Sess. 6 (1909), It would seem 


that these funds should be the guide, net the guided. 


Secondly, in concluding that plaintiffs failed to establish 
that defendants were liable for contracting for eXcessive 
fees in violation of Section 36(b), the Distriet Court prop- 
erly considered, as permitted by Section 36D) (2).% ap- 
proval of the fees by the funds’ shareholders, partienvcrly 
when that approval in 1972 came after fun diselosi >of 
plaintiffs’ allegations with respect fo the fees paia othe 
funds (1G4A, 197A). It is conceded that the disclosure 
to shareholders “fairly summarized” the complaint (DX- 


DN). 


It is a critical fact here that plaintiffs make no allegation 
that the unaffiliated direciors of the funds were domiuat. 4 
by the Adviser or that the unaffiliated directors ivad any 


personal interest in not merging the twe funds. Indeed, 


they concede the independence of the unaffihated directors 
(334A). They likewise eould not, and did not, prove that 
the unaffiliated directors were less than fully informed 
of the facts relevant to their consideration of the reason- 
ableness of the management fee paid to the Adviser. 


ge et ae Sa 3 Pe | 


Naintiffs’ reliance upon Fogel v. Chestnut!, 633 liv 


(2d Cir. 1975), cert. denied, 45 U.S.LW, 3250 (US. det, 


* Section 36(b) (2) reads. 
“(2) In any such action approval by the board of directors 
of such investment company of such compensati 
or of contracts or other arrangements providing fur = 
pensation or payments, and ratiication or 
compensation or payments, or of contracts or othe 
ments providing tor such ation or payments, 
shareholders of such investment 
} 


: 1 1 
coussderation by the court as Is ceen 


the ci:cumstances.” 15 U.S.C. 
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5, 1976), and Moses v. Burgin, 445 F.2d 360 Uist Cir. 
1971), is entirely misplaced. In both of those cases, ad- 
_visers to mutual funds were held liable because they failed 
to fully and fairly present to the funds’ disinterested di- 
rectors matters as to which the advisers had eontheting 
interests, thus effectively precluding the exercise of inde- 
pendent business Judgment by the directors. 


Here, precisely the opposite is true. Here, as the Dis- 
trict Court found, the three disinterested directors who 
served on the boards of both funds were at all times “fully 
informed” of everything relevant to the funds’ management 
fees (192A). This appeal presents the w holiy different 

pase hypothesize «d by Judge Frieqdly in F ogel ve € hestnrult, 

533 F.2d at 730—the case in which inde spendent direetors 
had all of the facts at their command and econchided as a 
matter of business judgment that the management fees 
were fair and reasonabl and should not be changed. 


Moreover, in this case, each of the three disinterested 
directors servea both funds, so that each knew the port- 
folio composition of each fund. Each disinterested direccor 
knew that the common stock component of the Balanced 
Fund portfolio was substantially the same as the portfolio 
of the Stock Fund. It was as apparent fo each director as 
it would de to anvone that if the assets of the two funds 
were aggregated for purposes of fee ecaleulation and if the 
fee formula remained the same, the management fees paid 


by the funds would be reduced. In facet, prior to the institu- 


tion of this litigation, the directors gave no advertent 
consideration to the theoretieal possibility of aggregation; 
their foeus—and properly so—was upon the fairness and 
reasonableness of the dollar amount of the fee. For the 
directors to have done otherwise would have been to exalt 
form ever substance. 


Accordingly, the well-established business judgment rule 


dictated entry of judgment for defendants: 


“Corporate management is Vest in the board of 


directors. Tf in the course of managenient, directors 

arrive at a decision, within the corporation’s powers 

and their authority, for whieh there is a reasonable 
; : 


basis, and they aet in good faith, as the result of their 


independent diseretion and judgment, and uninfhu- 


enced bv anv consideration other than what they 


honestly beheve to be t 


poration, a court 
1 


nanagement and 

of the directors to enjoin or set aside the 
tion or to sureharge the direct 

H. Henn, Corporations 


or 


loss. 


The law is well established in this Cirenit and elsewhere® 
that where informed directors tinke am honest business de- 
cision, the courts will not substitute their judgement for 


that of the directors. For example, in Fogelson v. American 
Woolen Co.. 170 F.2d 660 (2d Cir. 1948), Judge Swan 


stated that: 


bh § 


“Courts are properly reluctant to interfere with the 
business judgme: nt of corporate directors: thes do 
so only if there has heen so clear an abuse of «is 
cretion as to amount to legal waste.” Jd. at ber 
(eitations omitted}. 


See also United Copper Securities Co. v. Amalqamated 
Copper Co., P44 US. VOL, 263-64 | 1917): Ransome Concrete 
Machinery Co. v. Moody, 282 F. 29, $9.93 (2d Cit, 1922). 


The uncontroverted evidence at trial showed that the 
expense ratios of Balanced Fund and Stock Fund are 
among the lowest in the industry and that their performance 
is among the best. Furthermore, the expense studies show 
that the Adviser did not reap unreasonable profits from 
the funds’ management. 


The fact is that Balanced Fund and Stock Fund are well- 
run and skillfully managed mutual funds whose per- 
formance, by whatever yardstick is chosen, exceeds the 


industry average. This showing, together with repeated, 


regular shareholder and non-affiliated director approval of 
the management fees defeats plaintiffs’ claim of “unjust 
enrichment” or “waste” and “spoliation” of the funds’ 
assets arising out of the investment advisory agreements. 


IV. 


Defendants Should Be Awarded The Reasonable 
Costs Of This Action. 


This District Court initially awarded defendants the 
costs of this action but reversed itself shortly thereafter 
to hold that “each party shall bear its own costs” (204A). 
Defendants contend that in the cireunstances of this case 
the District Court’s original award should be reinstated, 


' 


Costs are generally awarded to the prevailing 


of course” unless the court Cireets otherwise. Fed. Ro Civ. 


Po o4td). While the award of costs is discretionary in the 
austrict Court, it has been held that 


“The demal of costs to the prevailing party... is 
in the nature of a penalty for some defection on 
his part in the course of the litigation as, for exani- 
ple, by calling unnecessary witnesses, bringing in 
unnecessary issues or Otherwise encumbering the 
record . * Chicago Sugar Co.v, Aieerican Sugar 
Co., 16 F.2d 1, 11 th Cir. 149), 
The Seventh Cireuit further stated that costs should be 
denied the prevailing party only where its acts, made in 
bad faith, tended to prolong and make the litigation unduly 
expensive “except where it is clear that the action was 
brought in good faith, involving issues as to whieh the law 
ix in doubt,” id, in which ease the court may order each 
party to bear its own costs. See generally 6 J. Moore, 


Federal Practice © 04.70[5] (8d ed. 1976). 


This action, riddled as it is with absurd contentions and 
manifestly unsound conclusions, did not raise issues as to 


] 


which there could be an 


1y doubt. For example, plaintiffs’ 
briet simultaneously states that the dollar amount of the 
fee is irrelevant (Plaintiffs’ Brief, p. 28) but that defend- 
ants should be held liabie for violating Section 37. whieh 
prohibits willful conversion, lareeny and embezzlement. 
Furthermore, plaintiffs admit that there is no precedent 
for their claims (id. at 18). 


Ditendants submit that plaintiffs should be ordered to 
bear the costs of this action. 
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CONCLUSION 


Since plaintiff proved at trial no basis for imposition of 


hability, judgment was properly entered for defendants. 


The judgment should be affirmed, and costs, both at trial 
and on appeal, should be awarded to defendants. 


Respectfully submitted, 


Sciiivan & CRoMWELL 
48 Wall Street, 
New York, New York 10005. 
(212) 952-8100 
Attorneys for Defendants-Appellees 
and Cross-Appellants Stein Roe & 
Farnham and Henry Thiell ar 


Marvin SCHWARTZ, 
Rosert D. OWEN, 
Of Counsel. 


November 24, 1976. 


APPENDIX 


er fron ots, li ie stone uit ( ompany Fe f of 1vio, ds «tiie de dl 


in 1970, 15 U.S.C. & 804-35: 


Commission is authorized 
action in the proper district court of the United 
States, or in the United States court of any territory 
or other place subject) to the jurisdiction of the 
United States, alleging that a person serving or 
aeting in one or more of the following capacities has 
engaged within five years of the conunencement of 
the action or is about to engage im any eet or practice 
constituting a breach of fiduciary duty invelving 
personal misconduct in respect of any registered 
investment company for which such person so serves 


or acts— 


(1) as officer, director, member of auy advisory 


board, investment adviser, or depositer: or 


2) as prineipal underwriter, if such registered 
company is an open-end company, nit is 


trust. or face-amount certificate company. 


eh allegations are established, the 
njoin such persons trom acting in 


capacities either permanently or 
award such injunetive or other rehef agai 
person as may be reasonable and appropriate in the 


circumstanees, having due regard to the protection 


of investors and te’ the effeetuation 


declared in seetion SOa-1(b) of this title. 


oh) For the purposes of this 


} 
vestment adviser of a registered 


all be deemed to have a fiduciary du 


, 
wil 
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respect to the receipt of compensation for services, 
or, of payments of a material nature, paid by such 
registered investment company, or by the security 
holders thereof, to such investment adviser or any 
affiliated person of such investment adviser. An 
aetion may be brought under this subsection by the 
Conunission, or by a security holder of such reg- 
istered investment company on behalf of such com- 
pany, against such investment adviser, or any affil- 
ated person of such investment adviser, or any other 
person enumerated in subsection (a) of this section 
who has a fiduciary duty concerning such compen- 
sation or payments, for breach of fiduciary duty in 
respect of such compensation or payments paid by 
such registered investment company or by the se- 
curity holders thereof to such investment adviser or 
person. With respect to any such action the following 
provisions shall apply: 


(1) It shall not be necessary to allege or prove 
that any defendant engaged in personal misconduct, 
and the plaintiff shall have the burden of proving 
a breach cf fiduciary duty. 


(2) In any such vetion approval by be board 
ot directors of such investment compa if such 
compensation or payments, or of contraets or 


other arrangements providing for such compensa- 


tion or payments, and ratification or approval of 
such compensation or payments, or of contracts or 
other arrangements providing for such compensa- 
tion or payments, by the shareholders of such 
investment company, shall be given such consid- 


Appe ndia 


eration by the court as is deemed appropriate 
under all the circumstances. 


(3) No sueh action shall be brought or matn- 


tained against any person other than the recipient 


of such compensation or payments, and no dam- 
ages or other relief shall be granted against any 
person other than the recipient of such compensa- 
tion er payments. No award of damages shall be 
recoverable for any perio. prior to one year before 
the action was instituted. Any award of di 
against such recipient shall be limited to the actual 
damages resulting from the breach of fiduciary 
duty and shall in no event exceed the amount of 
compensation or payments received from such in- 
vestment company, or the security holders thereof, 
by such recipient. 


(4) This subsection shall not apply to compen- 
sation or payments made in connection with trans- 
actions subject to section SOa-17 of this title, or 
miles, regulations, or orders thereunder, or to sales 
loans for the acquisition of any security issued by 


au registered investinent company. 


(5) Any aetion pursuant to this subseetion may 
be brought only in an appropriate district court of 
the United States. 


(6) No finding by a eourt with respeet toa 
breach of fiduciary duty under this-subsection shall 
be made a basis (A) for a finding of a violation of 
this title for the purposes of sections SOa-) and 
SOn-49 of this title, seetion Toe of this 


section SOb-3 of this title, or (B) for an inju 


ta 
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to prohibit any person from serving in any of 
the capacities enumerated in subsection (2) of this 
section.” (Aug. 22, 1940, ch. 686, title 1, $36, 54 
Stat. S41, Dee. 14, 1970, Pub. L. 91-547. § 20, S4 
Stat. 1428.) 


Section 36, Investment Company Act of 1940, 54 Stat. 
841: 

“The Commission is authorized to bring an action 
in the proper district court of the United States or 
United States ceurt of any Territory or other place 
subject to the jurisdiction of the Umited States, 
alleging that a person serving or actir’7 in one or 
more of the following capacities has Lecn guilty, 
after August 22. 1940, and within five years of the 
commencement of the action, of gross misconduct or 


i a 7. 
eross abuse of trust in respect of any registered 


investment company for which such person so serves 
or acts: 


(1) as officer, director, member of on advisory 
board, investinent adviser, or depositor; or 


(2) as principal underwriter, if such registered 
company is an open-end cumpany, unit investment 
trust, or face-amount certificate company. 


If tne Commission's allegations of such gross mis- 
conduct ur gross abuse of trust are established, the 
court shall enjoin such person from acting in such 
capacity or capacities either permanently or for such 
period of time as it in its diseretion shall deem ap- 
propriate.” (Aug. 22, 1940, ch. 686, title 1, $36, 54 
Stif S41.) 
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Seciton 37, Investment Company Act of 1940, 15 U.S.C, 

$ sCa-36: 
“Whoever steals, unlawfully abstracts, unlawfully 
and willfully converts to his ewn use or to the use of 


another, or embezzles any of the moneys, funds, 


securities, eredits, property, or assets of any regis- 
tered investment company shall be deemed guilty of 
a crime, and upon conviction thereof shall be subject 
to the penalties provided in section SQa—48 of this 
title. A judgment of conviction or acquittal on the 
merits under the laws of any State shall be a bar 
to any prosecution under this section for the same 
,act or acts.” (Aug. 22, 1940, ch. 686, title I, 437, 54 
Stat. S41.) 
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postpaid wrapper in the Post Office Box regularly maintained 
by the United States Government at 48 Wall Street, Borough 
of Manhattan, City and State of New York, directed to said 


attorneys at said addresses as follows: 


Markewich Rosenhaus Markewich & Friedman 
Attorneys for Plaintiffs 

350 Fifth Avenue 

New York, N.Y. 10001 


Paul J. Miller, Esq. 

Sonneschein, Levinson, Carlin. 
Rosenthal 

8000 Sears Tower 

Chicago, Illinois 60606 


William O. Petersen, Esq. 

Vedder, Price, Kaufman & Kammholz 
115 South LaSalle Street 

Chicago, Illinois 60603 


Sworn to before me this 
5th day of January, 1977. 


“str Co Miata ¢ 
ea ca Miedia ¢ 


Cert ficate Filed i in 
New York Co. Cli's Office 
Commission Expires March 30, 1977 


